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On October 20, 1988, the Attorney General, by and through his 

Utility and Rate Intervention Division ( "AG") ,  filed a Petition 

for Rehearing requesting that the Commission rehear five iosues. 

The issues are: 1) the Commission's failure to require both 

refunds and rate adjustments at each point of test; 2) the autho- 

rized range of return; 3) not requiring certain traditional rate- 

making adjustments; 4) the initial rate reduction: and 5) whether 

the rates were fair, just, and reasonable. 

On November 2, 1988, South Central Bell Telephone Company, 

Inc. ("SCB"), filed a response to the Petition for Rehearing. In 

the response SCB specifically addressed each of the issues. 

Also on November 2, 1988, MCI Telecommunications Corparstion 
("MCX") filed a Statoment in Support of the Attorney General's 

Petition for Rehearing. 

On November 7, 1 9 6 8 ,  SCB filed a rceponse to HCI's statement. 

Refunds and Rate Adjustments 

The AG has petitioned the Commission to grant rehearing on 

the issue of refunds and rate reductions. The AG argues that the 

adjustment mechanism adopted by the Commission in this case does 



not reflect the operation of a competitive market and as such will 
not allow the Commission to achieve its regulatory objectives 

stated in its Order. Further, the AG contends that the Commission 

has Qisinterpreted the adjustment mechanism proposed by it in the 

proceedings and it should be provided the opportunity to "demon- 

strate not only the effect of its proposal but also the inability 

of the Commission adopted mechanism to account for market place 

realities.aa1 MCI, in its response to the A G ' s  petition, supported 

the AG's proposal to require both refunds and rate adjustments at 

each point of test. 

In response to the A G ' s  petition, SCB argues that the 

Commission should deny rehearing on the refunds and rate 

reductions issue. SCB contends that the A G ' s  proposal would 

effectively take the incentive out of incentive regulation and 

that SCB would prefer traditional regulation to the AG's proposal. 

The Commission, in reviewing the AG petition, is of the 

opinion that the AG has failed to provide any new evidence to 

support its contention that the Commission erred in its adoption 

of the credit refund mechanism for sharing the benefits of the 

incentive plan. In fact, the AG's example does demonstrate that 

unaor tho oper.tlon at! the plan, if the Commirrrion adopted i t a  
adjustment mechanism, that SCB would be better off relying on 

traditional regulation. The Commiseion, in its Order, recognized 

that periodically both a refund and rate adjustment may be neces- 

sary; however, it continues to be of the opinion that the adjuet- 
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rnent of both at each point of test is inappropriate. Therefore, 

the Commission will deny the AG's Petition for Rehearing on this 

issue. 

R a t e  of Return 

The AG petitioned the Commission to grant rehearing on SCB's 

authorized range of return on capital ("ROC"). The AG contended 

that neither the cost of debt nor the cost of equity is appropri- 

ate given current market conditions. Further, the AG contends 
that, "there is no evidence in the record other than the evidence 

put forth by the Attorney General as to the proper level of return 

on capital."2 In addition, the AG argues that ,  "[bly authorizing 

an inflated return, the Commission has abandoned its overall 

policy objective of providing true incentives for efficient 

management of South Central Bell's telephone operations.w3 

Finally, MCI in its response to the A G ' s  petition supported the 

A G ' s  request for rehearing on this issue. 

In responding to the AG's  petition on this issue, SCB argued 

that the Commission did balance all aspects of SCB's rate 

incentive proposal including consideration of the risk to SCB and 

the benefits to ratepayers from the initial rate reduction and 

amortization of the depreciation renerve deticiency. BCB asmsrtsd 

that the Commission's findings are "fully supported by the record 

* Petition for Rehearing of the AG, page 6. 
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and within the Commission's authority.n4 Therefore SCB recommends 

that the Commission deny rehearing on the issue of rate of re turn .  

The Commission, in its September 30, 1988 Order, fully 

considered the AG's position that the Incentive Plan should be 

based on an ROC range of 10.3 percent to 10.6 percent. Eowever, 

the Commission felt its decision on the Incentive Plan should 

include a balancing of all aspects of the plan. The Commiesion 

concluded that the proposed ROC was appropriate for initiating an 

experimental Incentive Plan and, thus, rejected the AC'B proposed 

ROC range of 10.3 percent to 10.6 percent. In its petition for 

rehearing, the AG has neither provided any new evidence nor 

demonstrated that the Commission erred in its original decision. 

Therefore, the Commission will deny the AG's request for rehearing 

on rate of return. 
Accounting Adjustments 

The AG petitioned the Commission to grant rehearing on the 

issue of its failure to require certain traditional accounting 

adjustments. In its petition, the AG stated that the Commiasion 

had ignored its own prior rulings on these adjustment6 without 

sufficient cause. The AG further argued that the Commission had 

stated no basis for t h i s  deviation from its prior decisions nor 

g iven  any justification for the inconsistency. 

Although the AG's argument was directed at all traditional 

accounting adjuotmente, the AG atated that the moat troubleeome 

Response of SCB to Petition for Rehearing, page 5. 
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aspect of the Commission's ruling was the treatment of BellSouth 

Publishing Company ("EAPCO") revenues. The AG stated that the 

effect of the Commission's decision on BAPCO revenues effectively 

eliminated the essential contribution toward local revenues from 

yellow page advertising. Also, the AG argued that the decision 

was at odds with the Commission's stance in other proceeding6 and 
with Judge Greene's findings with respect to yellow pages 

advertising. United States v. American Telephone and Telegraph 

Company, 552 F. Supp. 131. (D.D.C. 1982). 

MCI stated that it specifically supported the A G ' s  petition 

for rehearing on the issue of accounting adjustments. MCI further 

stated that even though the Commission's Order described the 

Incentive Plan as an experiment, the Order permitted SCB to 

continue to divert substantial profits from yellow pages advertis- 

ing to its sole shareholder, BellSouth, and thus, away from local 

ratepayers. 

SCB responded to the AG's petition on this issue, stating 

that the AG's  approach is unfair in that it ignores adjustments 

for known and measurable changes. Moreover, SCB stated that the 

AG's argument, which concludes that the Commission's Order 

effectively removes BAPCO earnings from the points of test, is 

erroneous, since actual BAPCO revenues booked by SCB will be 

included in the determination of earnings at each test point. 

The Comiesion, in it5 Order of September 308 1988. did fully 

state its reasons f o r  not requiring the traditional accounting 

adjustments. The Commission has not changed its opinion. The 

Commission firmly believes that to require only traditional 
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accounting adjustments without consideration of known and measur- 

able changes is one-sided and provides an unfair representation of 

earnings upon which to determine refunds or increases at the 

points of test. The A G ' s  assertion that normalization-type 

adjustments will "take care of themselvesn5 is not accurate. Any 

one event requiring adjustment does resolve itself over time. 
However, at any given point of test, normalization adjustments are 

necessary to give a true picture of future earnings. 

However, if the Commission had chosen to make full and 

complete adjustments to earnings at each point of test, the 

process would result in a semiannual rate case. To choose such a 

procedure would have totally frustrated the Commission's intent to 

experiment with incentive regulation and, in fact, would have 

increased regulatory burden. Therefore, the Commission chose to 

make no adjustments to booked earnings at the points of test, but 

instead to review the entire process in a fully litigated rate 

case at the end of the 2-year experiment. A t  that time, the 

Commission can more fully evaluate the effects of these 

adjustments and their effect on the operation of SCB. 

With regard to the issue of BAPCO revenues, a substantial 

level of revenue from BAPCO is booked by SCB and will be 

conaidered in SCB'a earnings at each point of test. The 

adjustment to provide a greater level of BAPCO revenues than 

booked by SCB will, however, not be made at each point of test for 

the reasons stated above. The Commission will, at the end of the 

Petition for Rehearing of the AG, page 9. 
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2-year experiment, review SCB's earnings in a rate case setting 

and make any adjustments to BAPCO revenues it considers appropri- 

ate and fair. Again, the Commission considers the adoption of 

this plan an experiment and not traditional rate-making. Thus, 

the Commission can and does make a distinction between the  review 

of earnings at the four 6-month points of test and its review of 

earnings in a general rate case. 

Any argument that the Commission's decision in this case is 

in violation of Judge Gteene's decision to give the yellow page 

advertising to the Bell Operating Companies ("BOCs") is mislead- 

ing . Judge Greene did, in fact, award the directory publishing 

and advertising business to the BOCs because it would provide 

contribution to local service. However, nothing in Judge Greene's 

opinion either required or prohibited a regulatory commission from 

making adjustments to a BOC's booked revenues from yellow page 
advertising. The Commission, in previous SCB casee and in past 

cases of other telephone operating companies, has chosen to adjust 

revenues above the booked amounts based on its regulatory policy 

concerning BAPCO. The decision of the Commission in this Case to 

not require any adjustments (BAPCO OK Others) is based on its 

consideration of the entire incentive proposal of SCB and the 

requirement in the  Order of September 3 0 ,  1988 that in 2 years 

there will be a full rate case. This decision neither violates 

Judge Greene'a rulings nor is it a repudiation of the Commission's 

own decisions on BAPCO. It is a decision based on the unique 

conditione contained in the experimental case. 
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The Commission is of the opinion that the AG prcsented no new 

evidence on the issue of accounting adjustments and rehearing 

should be denied. 

Initial Rate Reduction 

The AG petitioned the Commission to rehear the issue of the 

initial rate reduction. The AG contended that the reduction in 

the September 30, 1988 Order was inadequate. The AG stated that 

the initial reduction of $5.5 million was unfair, and given the 

Commission's failure to make appropriate accounting adjustments 

(described above), the approved plan guaranteed a continuation of 
SCB's overearnings posture. MCI supported the A G ' s  position. 

SCB, in response to the AG, emphasized that the initial 

reduction was $20.4 million, which includes the 3-year amorliza- 

tion of the depreciation reserve deficiency. SCB went on to 

criticize the A G ' s  calculation of a higher reduction, stating that 

the proposed calculation neglected to account for known and 

measurable changes to the test period. 

The Order of September 30, 1988 noted that despite the 

arguments of the AG and other intervenors that the reduction 

should be greater, the Commission considered the reduction 

reasonable and that the reduction would not be eignlficantly 

increased by extending the investigation. The AG, in its calcu- 

lation of the revenue decrease, failed to consider the amorti- 

zation of t h e  depreciation reserve deficiency and ite effect on 

earnings . The initial revenue impact is a reduction of $20.4 

million. Moreover, had the Comiesion pureued this inveetigation 

to allow full litigation of all elements of a general rate case, 
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the Commission would have made revenue and expense adjustments 

consistent with its policy in recognizing known and measurable 

changes in operating conditions. 

The A G ' s  assertion that the initial reduction is unreasonably 

low is unfounded, without merit, and has been addressed thoroughly 

in the September 30, 1988 Order. 

The AG has presented no new evidence on this issue, and the 

Commission ie of the opinion that rehearing should be denied. 

Fair, Just, And Reasonable Rates 

Lastly, the  AG argued that the approval of SCB'B incentivc 

plan "violates the statutory provision of KRS 278.030" which 

states in pertinent part that: 

Every utility may demand, collect and receive fair, just 
and reasonable rates for the services rendered or to be 
rendered by it to any person. 

The AG argued that rehearing should be granted to allow 

further testimony in evidence on the incentive plan's effect, 

whether it meets the Commission's policy objectives, and whether 

it meets the statutory standard. As a summation of the prior 
arguments made by the AG, the AG contends that the incentive plan 

operates to the "lopsided advantage" of SCB vis-a-vis the rate- 

payers * 

The Commission has established rates for SCB for an experi- 

mental period of 2 years in order to observe the operation of an 
incentive plan. The Commission has adopted rates which are 

neither unlawful nor unreasonable within the meaning of KRS 

Chapter 278. 
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Therefore, the Commission is of the opinion that  fair, just, 

and reasonable rates were implemented and consequently rehearing 

should be denied. 
IT IS THEREFORE ORDERED that  the AG'B petition for rehearing 

be and hereby is denied. 

Done at Frankfort, Kentucky, this 9th day of Hovmber, 1988. 

PUBLIC SERVICE COMMISSION 

W c g G d  C a rman 

ATTEST: 

Executive Director 


